We examine the relation between the cross-section of US stock returns and foreign exchange rates during the period from 1973 to 2002. We find that stocks most sensitive to foreign exchange risk (in absolute value) have lower returns than others. This implies a non-linear, negative premium for foreign exchange risk. Sensitivity to foreign exchange generates a cross-sectional spread in stock returns unexplained by existing asset-pricing models. Consequently, we form a zero-investment factor related to foreign exchange-sensitivity and show that it can reduce mean pricing errors for exchange-sensitive portfolios. One possible explanation for our findings includes Johnson's [2004. Forecast dispersion and the crosssection of expected returns. Journal of Finance, 59, 1957e1978] option-theoretic model in which expected returns are decreasing in idiosyncratic cashflow volatility.
Introduction
A long-standing controversy exists concerning whether expected stock returns are affected by foreign exchange rates. On the one hand, the pricing of exchange rate risk receives considerable support from theory. The International Capital Asset Pricing Model (ICAPM) proposes that the covariance of assets with currency returns should be a priced factor in a world where purchasing power parity is violated (e.g., see Adler and Dumas (1983 ), Solnik (1974 ), and Sercu (1980 ).
1 In this regard, the market price of foreign exchange risk can be positive or negative, depending on the level of individual investors' relative risk aversion.
2 On the other hand, contrary to theoretical arguments favoring the pricing of exchange rate risk in stock returns, supporting empirical evidence is mixed.
3 Jorion (1991) examines the pricing of exchange rate risk for a sample of multinational US stocks and concludes that it is not priced. Griffin (2002) arrives at a similar conclusion after observing that the addition of exchange risk factors to standard asset-pricing models results in an increase in the absolute value of the intercepts, implying that pricing errors are magnified with the inclusion of exchange risk factors. By contrast, De Santis and Gérard (1998) employ an ICAPM framework with aggregate stock market indexes for four major industrial countries and find that currency risk is priced. During the period from 1980 to 1985, they document a negative premium for currency risk of sufficiently large magnitude to cause total risk premia on stocks around the world to be negative. In the years 1989e1994, they find that currency risk accounts for up to 64% of total risk premia worldwide (with the exception of the US where this proportion is smaller). However, in some periods they find positive foreign exchange risk premia, which they note does not agree with Adler and Dumas' theoretical negative risk premium observed for high levels of risk aversion. 4 De Santis and Gérard's findings relate only to aggregate stock returns and provide no evidence regarding the effect of foreign exchange risk on individual securities. Recent work by Vassalou (2000) extends previous studies by testing for exchange rate risk among individual securities for 10 countries in the 1973e1990 period. Empirical models are developed to comparatively test the ICAPM models of Adler and Dumas (1983) as well as Solnik (1974) and Sercu (1980) . Decomposing exchange rate movements into common and residual components, she finds that both common and residual exchange rate risk are often priced in securities. Like De Santis and Gérard, both positive and negative exchange risk premia are found; however, negative (positive) premia are normally associated with the common (residual) component of exchange rate risk.
For the cross-section of US stocks, Vassalou finds that the common component of foreign exchange risk is not priced, while the residual component has a positive market price. However, Vassalou's analysis of US stocks is restricted to 400 companies that have continuously traded
